Macroeconomic Policy to the Forefront: 
The Changing of the Guard 



Barry Naughton 

Worries continue to swirl around the Chinese and global economies, and 
China's growth is slowing at the end of 201 1. However, the news from 
China in the third quarter of 201 1 was basically positive: inflationary 
pressures eased while growth slowed only slightly. Moreover, surface 
indicators of the health of China's financial system remained stable and 
even improved slightly. These developments took some of the pressure 
off policy-makers, and opened up new space for policy adjustment and 
innovation. The overall economic environment is still challenging, and 
complex interactions among different parts of the financial system may 
not be fully understood. Moreover, today's policy decisions are 
intertwined with important personnel changes. In fact, the man most 
responsible for defending the financial health of China's banks has just 
stepped down: The retirement of Liu Mingkang, head of the China Bank 
Regulatory Commission, may have profound consequences for the 
Chinese financial system. 

Creating Tight Monetary Policy 

The current shift in macroeconomic conditions is the culmination of months of effort by 
monetary authorities. As described in previous issues of China Leadership Monitor, 
bank officials have wanted to slow credit growth since the magnitude of the stimulus- 
related credit surge became evident in mid-2009. However, only toward the end of 2010 
did they get authorization from the top political authorities to tighten more aggressively, 
and they have since been steadily slowing the growth of credit. In the Chinese financial 
system, official interest rates do not play the same fundamental role in determining 
monetary policy that they do in a developed market economy such as that of the United 
States. Instead, Chinese monetary authorities use a bundle of quantity-related 
regulations, mixed with (relatively infrequent) changes in interest rates. The most 
important quantity regulation is the reserve requirement, which determines how much 
banks have to deposit with the central bank and thus, conversely, how much they have 
available to lend. This ratio reached a peak at the very high level of 21.5 percent of 
deposits in June 201 1 . A sign of the new macroeconomic policy environment came at the 
beginning of December, when the reserve ratio was reduced half a percentage point, to 21 
percent. 

Another type of regulation that affects the overall scope of credit in the economy is 
the strictness of the prudential regulations imposed on the banks. For almost two years, 
the head of the China Bank Regulatory Commission, Liu Mingkang, has been pushing 
banks to raise capital and set aside reserves. He has also been urging banks and 
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regulatory and statistical agencies to investigate the extent of banking system exposure to 
housing and local government financing vehicles (discussed below). The result of this 
worry has been a persistent gradual increase in the banks' capital adequacy ratios, as they 
raise money in the stock market, and set aside larger loan-loss provisions. By the end of 
September 201 1, China's banks capital adequacy ratio, overall, inched up to 12.3 percent, 
comfortably reaching the 10.5 percent standard set in the new international Basel III 
standard slated to come into effect in 2015. 1 These regulations make it harder for banks 
to extend credit rapidly, and thus also contribute to tighter monetary policy and make it 
more difficult to get credit. 

There are significant time lags before changes in these regulations affect the growth 
of credit, and then further lags before the growth of credit begins to affect prices and the 
behavior of the real economy. We are only now beginning to see the full impact of 
policy changes over the last 18 months on the growth of bank credit. From 20 percent at 
the end of 2010, the year-on-year growth of nominal credit had fallen to 15.6 percent at 
the end of November. For the first time since the economic stimulus program at the 
beginning of 2009, the growth of credit is slower than the growth of nominal GDP (real 
GDP plus the overall inflation rate). 2 That means that credit is starting to "bite": 
expensive or scarce credit is beginning to constrain behavior in the economy. A policy 
orientation of this sort at first just draws down excess liquidity. As tighter credit begins 
to bind on the economy, it slows both the rate of price inflation and the underlying rate of 
real growth. So far the real growth slowdown has been modest — third quarter GDP 
growth was 9.1 percent, down slightly from the rate near 10 percent it has been sustaining 
since mid-2010. It remains to be seen what the ultimate impact on growth will be, but the 
effect on prices is already obvious. 

Moderating Price Pressures: The CPI and the Housing Market 

After reaching a peak in July of 6.5 percent, consumer price inflation has now declined 
for four consecutive months. The drop to 4.2 percent in November, from 5.5 percent in 
October, was especially sharp. Moreover, in November, for the first time, prices actually 
declined on a month-to-month basis, and food prices also declined. 3 The overall inflation 
rate has been helped by a good harvest, and by favorable trends in global commodity 
prices. Inflation is still high, but the trends are in the right direction. 

Clear effects on housing prices are now emerging as well. The overall housing 
market began to turn down as of October 201 1. Recall, however, that this is a long- 
standing government policy objective. China's current political leadership — and 
particularly Premier Wen Jiabao — have staked their political legacy in part on the 
perception that they have done something to control housing prices. Now, finally, they 
can begin to report some success. China's housing market — like that of the U.S. — is 
composed of scores of local markets, but evidence of price-cutting and falling prices has 
begun to show up in many markets. 4 The evidence is not unambiguous, because 
transaction volumes have plummeted as people on both sides of the market wait and see 
what will happen. A few developers have certainly posted large price reductions in an 
effort to attract attention and entice buyers. Overall, housing prices leveled off and began 
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declining in October. 5 The official report on housing prices showed a clear majority of 
cities with declining prices, albeit by small amounts. 6 

To some, the gathering decline in housing prices spells an emerging financial crisis. 
With the experience of the United States fresh in everyone's mind, it is reasonable to 
worry that declining asset values might spill over into a broader financial crisis. This is 
possible, but on current evidence, not very likely. While there are plenty of reasons to 
worry about the Chinese economy, an imminent banking crisis is not among them. 

The Impact of Tighter Credit: Crisis in Wenzhou 

Since monetary and credit policy is implemented largely by quantitative controls, it is 
inevitable that tighter money will mean that some firms will have difficulty getting access 
to credit. This is an issue among the "insiders," those in the state economy, but is hard to 
observe. Recently, some large state firms such as Baosteel and Chalco (the big aluminum 
company) have reported that their customers are having payments difficulties. 7 State 
firms and state projects have to defend themselves against scarcer credit, but most of the 
politicking takes place behind closed doors. The impact of restricted credit access is 
much easier to see in the smaller-scale private sector. When they do not have access to 
credit, private firms complain, adjust their behavior and, in extreme cases, shut down. 
During the past few months, particularly evident cases of credit-related economic distress 
have emerged in Wenzhou (in Zhejiang Province). Wenzhou is not a large part of the 
Chinese economy overall, but it looms large in the private, financial, and speculative 
parts of the economy. Wenzhou capital is famous for seeking out profitable 
opportunities, and has financed a great deal of real estate speculation in provinces across 
China, as well as a significant part of the mine privatization — since reversed — that 
occurred in Shanxi and Inner Mongolia. So a financial crisis in Wenzhou would be 
something very different from a provincial crisis. It would clearly have national 
implications. 

The Wenzhou crisis erupted into public consciousness on September 21 when news 
spread that Hu Fulin, the owner of Xintai Company, Wenzhou' s largest manufacturer of 
eyeglasses, had fled to the United States when he was unable to roll over high-interest 
loans his company had taken out. The news prompted a mixture of concern, anger, and 
schadenfreude. There was concern, because within Wenzhou, the Hu Fulin case was by 
no means isolated. Indeed, by some counts, there were literally scores of Wenzhou 
entrepreneurs who disappeared in the wake of credit difficulties. Moreover, similar cases 
of bankruptcy and flight occurred in many parts of China, such as Zhengzhou (Henan) 
and Lianyungang (Jiangsu), potentially signaling more systemic problems in the informal 
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credit system. There was anger, because it was quite clear that Hu Fulin, like many of 
China's wealthy, had already prepared the ground for flight by moving assets and family 
members abroad. 9 Finally, since there is plenty of free-floating resentment toward the 
ostentatious newly rich Wenzhou merchants and speculators, many Chinese residents 
were pleased to see some of them get their comeuppance. In the event, the specific case 
of Hu Fulin was smoothed over (or perhaps covered up). He was induced to return from 
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the U.S., given financial support to restructure his firm, and set back up in business, at 
least temporarily. 10 

Though the specific case of Hu Fulin was successfully managed, worries remain, 
because the interrelations between different parts of the informal credit system are not 
well understood. A great deal of press attention has been paid lately to the problem of so- 
called trust products, an innovation that results primarily from banks trying to escape the 
ordinary credit-control system with high-interest products that are openly advertised and 
marketed to middle-class (and above) urban residents. But there is an enormous range of 
informal, or even "underground" credit channels in China, all of which are, by definition, 
outside the formal, regulated system, and all of which are designed to various extents to 
circumvent restrictions on credit quantities or interest rates. Of course, a healthy 
financial system will have a wide variety of credit products, with a variety of interest and 
risk profiles, and these channels are also essential to the development of the Chinese 
economy. Important positive roles in the overall system might even extend to those at the 
extreme of the spectrum of informality, namely the shady money-lenders, who charge 
usurious interest rates because they have some kind of "muscle" available to enforce their 
claims. Moreover, in between there are many different actors and credit products that 
serve a broad range of credit needs. Credit comes from friends, from credit clubs, from 
micro-lenders, from underground banks, from state-owned enterprises on-lending funds 
received from the banking system, and in many other forms. We do not fully understand 
the scope of this system, how closely the different types of products are interrelated; or 
how strong the interregional links are between credit supply and demand in different 
regions. Credit is the lifeblood of the economy, permitting the most ordinary transactions 
to go forward, and also facilitating the longer-term investment on which the growth of the 
economy depends. As the supply of credit tightens, some of the weaker links in this 
chain of credit have begun to break down. 

Particular attention has been paid to the role of credit guarantee companies 
(fJHS^WI). When big banks lend to small private firms, they require them to post 
collateral or have guarantors. Credit guarantee companies provide this service to small 
firms (for a fee), and thus play an important role in the supply of bank credit to small 
firms. Not surprisingly, credit guarantee companies are also tempted to expand their 
offerings and also provide credit directly to small firms, particularly for short periods, 
although this is technically illegal. As credit tightened, small firms in Wenzhou and other 
places had to increase their reliance on credit guarantee companies and, gradually, on 
even more unsavory money-lenders. In some cases, small firms that had been in the habit 
of regularly turning to informal lenders for short periods, so that their bank loans could be 
repaid and a new cycle of credit initiated, now found themselves in debt for longer 
periods of time, and at much higher interest rates. When this type of situation began to 
result in the unrepayable accumulation of high- interest debt in Wenzhou, it triggered the 
panicked flight of several Wenzhou entrepreneurs. 11 

In case anyone doubted that the Wenzhou situation was potentially serious, Chinese 
government leaders signaled unmistakably that they believed that it was. On October 3 
and 4, Premier Wen Jiabao flew down to Zhejiang, and promised that the crisis in credit 
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supply to small and medium enterprises in Zhejiang would be alleviated within a month, 
"although it would be better if it were even sooner." What is most striking is the team he 
took along with him: Zhou Xiaochuan, the head of the central bank; Liu Mingkang, the 
head of the China Bank Regulatory Commission; Xie Xuren, the minister of Finance; and 
Zhang Ping, the head of the National Development and Reform Commission (NDRC). 
Wen also brought You Quan, the vice-secretary-general of the State Council (ministerial 
rank), who handles the "macroeconomy" portfolio and is also the chief of staff for 
premier presumptive Li Keqiang. In other words, with the exception of Vice-Premier 
Wang Qishan, every single one of China's top macroeconomic policy-makers was in 
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Wenzhou at the same time. It is hard to recall any precedent for assembling such a 
high-powered posse of travelling economic troubleshooters. 

Opening Up Credit for Small and Micro Enterprises 

One of the outcomes of the Wenzhou crisis has been a much stronger policy of support 
for small-scale enterprises. In fact, for over a year, bank officials had been emphasizing 
the importance of extending credit to small-scale firms, in part because of their concern 
that 2009 stimulus lending had tilted too far in favor of large state firms, and in part 
because they foresaw the need to buffer small firms from the impact of tighter credit. A 
May 201 1 document stressed the need for preferential policies for small firms. In the 
wake of the Wenzhou events, expanded policies were introduced that included a 
completely new formulation of preference to "small and micro enterprises" (/Hftdk^Ik). 
The formulation is designed to end ambiguous policies of support to "small and medium 
enterprises" (^M^iMk) that end up funneling credit to surprisingly large (and often state- 
run) medium-sized firms, instead of the small-scale private sector. The new policy 
provides very concrete and quick sources of liquidity assistance to small firms (defined as 
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those with bank credit lines under 5 million RMB). The policy calls for some tax and 
fee reductions for small firms. More crucially, it relaxes credit constraints for small firms 
by relaxing the regulatory constraints on small firm lending, 14 and by allowing certain 
city commercial banks to issue bonds to fund small firm lending. Approval was 
immediately given to China's flagship Minsheng independent commercial bank to issue 
50 billion RMB worth of bonds, and a total of 138 billion RMB of bonds were approved 
within days. 15 These policies will not only improve credit for small firms, they 
strengthen the long-term position of the smaller and more independent urban commercial 
banks, which lost ground to the biggest state-run banks during the stimulus program 
period. 

Political and Economic Implications 

Cutting back credit is an uncomfortable position for Chinese policy-makers to be in, 
especially in the run-up to a leadership turnover. Patronage is the lifeblood of a political 
system, and credit is the most straightforward way to finance patronage. As China heads 
into a period of leadership change from the top to the bottom of the political system, the 
existing leaders would prefer to be in a calmer segment of the business cycle in which 
new projects could be rolled out to reward clients and facilitate the power handoff 
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Instead, they are faced with difficult decisions about where to cut, and which projects to 
suspend. They are doubtless tempted to ease off on macroeconomic contractionary 
policies. That would have a strong political logic, and some economic logic as well. 
After all, the global economy is weak, and some easing of China's macroeconomic 
policies might be appropriate. However, this reasoning is overshadowed by weightier 
economic and political considerations. 

For the economists who currently run the financial system, the changes being 
brought by tighter credit are absolutely necessary. They wish to see current relatively 
tight monetary conditions continue at least through early next year. 16 Only with policy 
continuity, they believe, can the monetary authorities establish credibility, and contribute 
over the longer term to a healthier and more balanced economy. In the first place, it will 
take several months before residents begin to accept that China's inflation rate has really 
come down significantly. Real estate prices have only started to turn around, and in past 
episodes of declining housing prices, policies were hastily reversed and replaced with 
aggressive stimulus moves (e.g., in 2008). In other words, current policy toward the 
housing bubble lacks credibility, and policy-makers will have to invest more in stable 
policy-making if they wish to establish this credibility. Moreover, one of the causes of 
tighter credit has been the raising of capital adequacy standards imposed by the China 
Bank Regulatory Commission (CBRC), designed to control risks generated by reckless 
lending in the past. It would be irresponsible for policy-makers to ease off on those 
efforts now. Financial sector technocrats accept that some modest relaxation of monetary 
policy is essential, but they believe that recent policies to increase credit for small and 
micro enterprises are already on track to achieve the desired modification. 

From a political perspective as well, a rapid shift in macroeconomic policy would be 
risky for China's hand-over at the top. As discussed in the last issue of CLM, China's 
presumptive next premier, Li Keqiang, is closely associated with a trend in policy- 
making that emphasizes providing welfare benefits to the population. The policy 
direction has been defined by Wen Jiabao, but the implementation of the policy has 
largely been delegated to Li Keqiang in recent years. As of the end of 2010, the policy 
program of Wen Jiabao and Li Keqiang looked quite shaky: Rising inflation and the 
failure to control soaring housing prices presented them with several obvious failures, 
and also constrained their policy flexibility. Now, things are looking somewhat better. If 
the current course is maintained, Wen and Li should be able to go into the leadership 
transition without the large liability of an inflationary legacy. For this reason, we should 
expect that policy-makers will wait until consumer prices stabilize and inflation declines 
for a couple of months, and there is continuing evidence of housing price stabilization or 
sustainable reductions in house prices. Only then are they likely to significantly ease 
overall macroeconomic policy. 

Notice that there is an irony to the current situation. At the top, the main political 
beneficiary of improved macroeconomic conditions is Li Keqiang. However, the 
improvement in conditions has generally vindicated the position of the finance 
technocrats, including central bank officials. For the first time since the global financial 
crisis, the finance technocrats are in a position to push forward with their agenda. That 
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agenda includes hardening soft budget constraints in the state sector and providing more 
support for the smaller-scale and more market-oriented sectors of the economy, both in 
manufacturing and in the financial sector. Potentially, such a policy shift could even 
mark the resumption of efforts to rebalance the economy away from excess reliance on 
investment and exports. Yet these finance technocrats work under the general patronage 
umbrella of Wang Qishan, the vice-premier in charge of finance. A relatively good 
record actually makes it less likely that Wang Qishan will displace Li Keqiang as next 
premier, but makes it more likely that policy prescriptions associated with Wang will 
prevail in the next administration. 

Leadership Turnover 

For more than a decade, China's financial sector has been governed by an experienced 
and highly capable group of economists, led at the top by Zhou Xiaochuan, central bank 
governor, and by Liu Mingkang, head of the China Bank Regulatory Commission 
(CBRC). Now China's strict retirement ages have brought change to this group. 
Minister-level officials are supposed to retire shortly after turning 65. Liu Mingkang 
turned 65 on August 28 of 201 1, and on October 29, he stepped down and was replaced 
by Shang Fulin, heretofore head of the China Securities Regulatory Commission (CSRC). 
This change triggered personnel shifts at all three of the main financial regulatory 
agencies. Shang's CSRC spot will be filled by Guo Shuqing (I will not discuss the third 
regulatory position, that which governs the insurance industry). The head of the central 
bank, Zhou Xiaochuan, will turn 65 in January 20 13. 17 

Liu Mingkang has played a powerful, positive, proactive role over the past eight 
years by stressing the need to prevent the buildup of risk in the banking system. Over the 
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longer period, he was a principal in the restructuring of the banking system in 2003-4. 
Thus Liu has played an overwhelmingly positive role in the generally very successful 
institutional reorganization, recapitalization, ownership diversification, and regulation of 
the banking system. This in turn is almost certainly the Hu-Wen administration's most 
positive legacy in terms of economic reform. Of course, as top regulator of the banking 
system, it is precisely Liu's job to guard against financial risk, but it is a job that he has 
performed well. Throughout his term, Liu has prominently advocated taking strong, 
proactive steps to guard against financial risk. Of all the regulatory agencies set up in the 
final wave of Zhu Rongji-era reforms in the late 1990s, only the China Bank Regulatory 
Commission has come close to fulfilling its initial mandate and promise. 

In the last three years, Liu Mingkang has continued his proactive advocacy of 
effective risk protection. During the first quarter of 2009, at the height of the great flood 
of credit that marked China's stimulus package, Liu Mingkang began to warn of the 
potential financial risk involved in expanding lending to local government financing 
vehicles (LGFVs). Given the economic and political climate of the time, it was 
impossible for Liu to prevent the funding. However, in the nearly three years since, Liu 
has pushed for awareness and data collection, and has then pushed the banks to raise 
additional equity and set aside funds against future defaults. As described earlier, the 
increased capital has given China's commercial banks a capital adequacy ratio already in 
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line with new international standards. Liu's steady focus on the issue has helped 
facilitate awareness and data collection, such that by mid-2010, all the key government 
agencies were mobilized to collect data, ultimately resulting in the audited year-end 
figure of 10.7 trillion RMB. 19 

Liu Mingkang is not without critics. His steady focus on risk control and regulation 
in the formal banking system is alleged by some to have driven funds out of the formal 
system and fostered the growth of an unregulated and potentially unstable informal 
financial system, a system that, until recently, he ignored. It is certain that Liu's stress 
on raising capital and provisioning against losses reduced bank profits and slowed the 
growth of lending, earning him enemies within the banking system. It is hard to be 
sympathetic with those criticisms, though. Somewhat more credible are criticisms that 
Liu's regulatory style has simply been too intrusive, and takes away from banks' business 
autonomy. Representatives of CBRC sit in on board of directors meetings of commercial 
banks, for example, supposed just to understand the procedures and concerns of the 
banks. 21 

Shang Fulin is unlikely to bring the same constancy of purpose to the job of CBRC 
head. For those who are primarily concerned with the risks still evident within the 
banking system, Shang's appointment is not promising. Shang's tenure as head of the 
CSRC has been marked by some successes, notably in his willingness to adopt new 
financial products, and in his management of the process that gradually converted non- 
circulating state shares into circulating shares. However, Shang has not made much 
progress in really subjecting listed companies to greater transparency and oversight. 
Moreover, he has presided over a period of increased nationalism and domestic 
protectionism in financial markets. While Shang can hardly be deemed personally 
responsible for the shortcomings afflicting China's capital markets, his overall record 
could be characterized as "don't rock the boat" except when there are popular 
innovations that can be adopted. Shang Fulin' s initial actions as head of CBRC were 
clearly designed to show continuity with Liu Mingkang 's administration. His first act 
was to convene meetings to implement the new policies to speed the flow of credit to 
small and micro enterprises. The next week, CBRC issued instructions to lenders to 
accelerate restructuring of loans to local government funding and step up surveillance of 
troubled property developers. Both these moves signal continuity of policies closely 
associated with Liu Mingkang, and appear designed to signal the market the the new head 
of CBRC will follow the policies of his predecessor. Nevertheless, we know that in 
China the personality and orientation of leaders matters even more than it does in other 
systems. We are likely to miss Liu Mingkang's single-minded focus on risk and his 
willingness to push hard for what he believes in. 

Guo Shuqing, Shang Fulin' s replacement at CSRC, is one of China's most capable 
reform economists. Guo Shuqing has most recently been chairman of the China 
Construction Bank, serving with distinction. However, Guo's record goes back to his 
participation as a junior member in the 1980s comprehensive reform effort, led by senior 
economist Wu Jinglian, and with a prominent role played by Zhou Xiaochuan and Lou 
Jiwei. Guo has since played a positive role as director of the State Administration of 
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Foreign Exchange and vice-governor of the People's Bank of China. Thus, Guo's 
appointment is a good sign: this may be an opportunity to drive forward important 
reforms in equity and capital markets. 

Conclusion 

China's macroeconomic policy faces enormous challenges. Globally, economic growth 
is likely to be slower in 2012 — even if Europe avoids a financial crisis — and weaker 
demand is already hitting Chinese exports. Domestically, the financial system must deal 
with a cooling housing market and falling land prices at a time when overextended local 
governments still depend on real estate deals for a large chunk of their financing. To add 
to these challenges, China is just beginning a period of significant leadership turnover at 
every level. Despite these challenges, the most likely prospect is for a fairly steady hand 
at the tiller for the next year or so. Macroeconomic successes tend to solidify the 
expected leadership transition. At the same time, an opening for further reforms through 
the financial system has opened up for the first time in years. Whether this can be an 
opportunity to break with the recent stagnation, and even backward slippage, in the 
reform agenda remains to be seen. 
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